Abstract
It is generally believed that biases in traditional measures of consumer prices may be especially great in transition economies (see Filer and Hanousek, 2000) . All the well-understood reasons why conventional indices may overstate inflation should be exacerbated in the transition.
Among these are massive changes in relative prices leading to consumer substitutions, substantial improvements in quality in even the most mundane goods, and the rapid proliferation of new, lowcost distribution channels. Nordhaus (1998) and Krueger and Siskind (1998) have used consumer's self-reported changes in economic well-being to assess the possible extent of biases in measures of inflation in the United States. The intuition is that if inflation measures are biased (say, upwards), some consumers will report themselves to be better off when their real income adjusted for the official inflation rate will appear to have declined. An appropriate, unbiased inflation rate would be one at which only consumers who report themselves as worse off experienced an apparent decline in real income. Krueger and Siskind suggest estimating the regression:
where Y is the net percentage of families who report an improvement in their financial situation (i.e. those reporting an improvement minus those reporting a decline) and Z is the net percentage whose real income actually increased. Under the assumption that measures of Y are accurate (especially the absence of money illusion) and that the deflator used to calculate Z is unbiased, should equal zero and should equal 1. Krueger and Siskind perform a grid search over various possible CPI deflators (and associated implied biases in the official CPI), and suggest that the value maximizing the P-value for the joint test of these restrictions is an appropriate selection for the true, unbiased CPI. For the U.S. they find that this value is close to, and may even be slightly greater than, the official inflation rate.
Although this is a clever strategy, it is of limited usefulness in a transition economy. First, 1 Krueger and Siskind use 27 years between 1968 and 1995. 2 In the context of European Union accession, Romania's National Institute of Statistics has received considerable technical assistance from the EU's PHARE program including various "twinning" arrangements with West European statistical agencies. 3 Taken from National Bank of Romania, Monthly Bulletin, January 2001, . The total number of such misclassifications, denoted n = n + -+ n -+ will vary as the inflation 4 The questions were added for us to the March 2000 Omnibus Survey conducted by the market research firm Mercury. We were referred to this firm through corporate supporters of CERGE-EI who use them for survey work in Romania. In addition to the responses to our questions we were provided with full demographic data on respondents and weights enabling adjustment of sample respondents to national norms by age, gender, region and income level. 4 rate r changes. The value of r that minimizes misclassifications seems a reasonable candidate for the "true" or unbiased inflation rate. Somewhat better 3.
About the same 4.
Somewhat worse 5.
A great deal worse Table 2 shows that a majority of Romanians believed that their financial situation deteriorated during 2000. Almost half, however, said that their situation either improved or remained about the same over the past year. Interesting, among those who said their situation remained about the same, the average increase in income was only 7.3 percent, far below the official inflation rate of 39.9 per cent. Indeed, even among those who reported that their situation improved, the average increase in income (26.3 percent) was well below the official inflation rate.
This strongly suggests that Romanians themselves do not feel that they need an income increase as large as the supposed increase in the CPI to maintain their financial situation. Given these results, we performed a grid search over various possible "true" inflation rates ranging from 0 per cent to 40 per cent (slightly over the "official" rate of 39.9 per cent). There is considerable heaping of responses to the question asking for nominal income changes at even multiple of 5 per cent. Over 96 percent of respondents gave an answer that was a multiple of 5 5 A search over all inflation rates yields similar results with very small changes in misclassifications between multiples of 5 per cent. Results for all inflation levels are available at http://home.cerge-ei.cz/hanousek/romania. 6 The analysis of correct and incorrect classification is based on those who reported their financial situation as "better" or "worse" in 2000 than in 1999 and ignores those who reported their situation as about the same. In the grid search, we must, therefore, decide how to classify those whose reported nominal income change exactly matches the inflation rate being used. We have classified those with nominal income change equal to the assumed inflation rate as correctly classified if they report their financial situation as "somewhat better" or "somewhat worse" and incorrectly classified if they report their situation as "a great deal better" or "a great deal worse." Recalculation assuming that all of these cases are incorrectly classified does not change the results. 7 At first the existence of local minima at both 10 per cent and 20 per cent might seem somewhat odd. Recall, however, that a respondent who reported a nominal income change of 10 per cent will be deemed correctly classified if he reported his financial situation as either 7 per cent. We therefore limited our grid search to these round number inflation rates.
5 Table 3 presents the results of this exercise. Consider the results in the first row. The numbers show that "somewhat better" or "somewhat worse" when analyzing a 10 per cent assumed inflation rate. Thus, the number of correct classifications will depend in part on the number of observations at that rate. There were 207 respondents who reported a 10 per cent increase in their nominal income and 121 who reported a 20 per cent increase. This contrasts with only 62 respondents who reported a 15 per cent increase in their nominal income. Note: All outcomes were weighted in order to get fully representative sample of Romanian population.
We have tried various modifications of our specification. In particular, results are not changed when we adopt a loss function that weights misclassification by 2 categories (reported one's self as a great deal better off when real income has declined) as twice as bad a failure as misclassification by only one category. Neither are they changed when individuals whose real income was unchanged are considered misclassified if they reported themselves as either better or worse off. Results do change slightly if we include those who reported there economic wellbeing as "about the same." Including these respondents reduces the misclassification minimizing apparent inflation rate to zero per cent for the year 2000. We prefer a more cautious conclusion and will base further discussion on the results underlying Table 3.   8 While it is clear from Table 3 that many lower inflation rates predict individuals' selfreport of changes in their financial well-being better than the official rate of approximately 40 per cent, Table 3 does not establish whether this difference in predictive accuracy is statistically significant. Table 4 presents Z statistics and associated probabilities from a nonparametric test of whether the assumed inflations rates that minimize misclassifications (10 per cent and 20 per cent) are significantly better at predicting self reports of changes in economic well-being than various alternative inflation rates. (See the appendix for a formal presentation of the test). The pattern of results are quite clear. For both of the suggested true inflation rates, there is no significant difference when compared with each other or with alternative low possible inflation rates. On the other hand, each suggested rate is significantly better at predicting consumers' self-reports of the change in their economic well being than any possible alternative inflation rate of 25 per cent per year or more. This suggests that while there is considerable uncertainty as to the actual "best" inflation rate, we can confidently rule out any possibility greater than 25 per cent per year, including the official rate of 40 per cent per year. Table 5 of living was about the same year-to-year), official inflation rates are five times actual rates.
Of course it is possible that self-reports of economic well-being are themselves biased and that Romanians are for some reason over-reporting their economic status. Such would be the case if there were severe money illusion among respondents, who noticed increases in their nominal income but not in prices. We suspect, however, that true price increases of 40 per cent in a given year would be hard for consumers to miss. Indeed, given the extensive documentation in the Romanian press of the problem of inflation, it might be expected that respondent's would overestimate the problem caused by rising prices rather than suffer from money illusion. Thus, we are left with the conclusion that the official measure of increases in consumer prices in
Romania for the year 2000 substantially overstates the true rate of inflation faced by Romanian consumers.
The fact that the true inflation rate in Romania appears to be substantially lower than the official rate has a number of important policy implications. To the extent that it is desired that wages and public assistance payments increase in order to compensate recipients for losses due to inflation, our findings suggest that these increases can be far smaller than previously supposed and yet still leave citizens feeling that they have maintained their standard of living. This will obviously reduce strains on tight local budgets and enable growth-promoting reductions in tax rates. Furthermore, if true inflation rates are substantially lower than official statistics suggest, there may well be room for regional central banks to adopt a more accommodating monetary policy, again with implications for investment and rates of growth.
